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Attorney General’s Response to
Commission Order of July 16, 2004
Delta Natural Gas Company
Case No. 2004-00067

Witness Responding:
Robert J. Henkes

1. Refer to the Direct Testimony of Robert J. Henkes (“Henkes Testimony”), pages
19 and 20. Would Mr. Henkes agree that in previous general rate cases the
Commission has generally amortized rate case expense over a 3-year period, as
was done in Case Nos. 2000-00080" and 2001-000922>

Response: While it is true that the Commission used a 3-year rate case expense amortization
period in the two referenced recent rate cases, Mr. Henkes understands that the
guiding principle underlying the PSC’s determination of the rate case amortization
period for any particular utility is the time interval between that utility’s rate
filings. This was clearly enunciated in the PSC’s Orders in Delta’s prior two rate
cases, Case Nos. 99-176 and 97-066, in which the PSC ordered 5-year and 3-year
rate case amortization periods based on this principle.

' Case No. 2000-00080, The Application of Louisville Gas and Electric Company to
Adjust Its Gas Rates and to Increase lts Charges for Disconnecting Service, Reconnecting
Service and Returned Checks, final Order dated September 27, 2000.

2 Case No. 2001-00092, Adjustment of Gas Rates of The Union Light, Heat and Power
Company, final Order dated January 31, 2002.
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Attorney General’s Response to
Commission Order of July 16, 2004
Delta Natural Gas Company
Case No. 2004-00067

Witness Responding:

Robert J. Henkes

Response:

Refer to Henkes Testimony, page 23.

a.

b.

Was Mr. Henkes aware that Delta increased the monthly retainers for
directors effective June 1, 2003?

Did Mr. Henkes normalize the directors’ monthly retainer to reflect the
monthly retainer in effect at test-year end?

Does Mr. Henkes agree that the directors’ monthly retainer should be
normalized to reflect the monthly retainer in effect at test-year end? If no,
explain why not. '

Concerning the March 2004 increase in the monthly retainer authorized by
Delta’s Nominating and Compensation Committee, does Mr. Henkes believe
the increase represents a known and measurable change? Explain the
response.

Yes, Mr. Henkes was aware that Delta increased the monthly retainers for
directors effective June 1, 2003 as follows:

Pre-6/1/03 Post-6/1/03

Crowe 900 1,100
Hall 900 1,100
Green 800 900
Jennings 1,000 1,000
Peet 4,000 4,200
Walker, Jr. 900 1,100
Melton 800 900
Greer 800 900
Whitley 800 900
Kistner 800 900
Monthly Total 13,000
Annualized Total $156,000

No. Mr. Henkes could have used this suggested approach, but the resulting
pro forma directors fees (without the non-recurring bonuses of $51,440 and
$22,820 common stock compensation — see response to AG-2-14a.) would
have been $156,000 (see part a. above) To be conservative, Mr. Henkes used
the approach shown on his Schedule RJH-10, recommending a pro forma
directors fee level of $173,243.

-1-



Attorney General’s Response to
Commission Order of July 16, 2004
Delta Natural Gas Company
Case No. 2004-00067

Witness Responding:
Robert J. Henkes

¢. Mr. Henkes agrees that this would be an appropriate approach for ratemaking
purposes in this case. This approach would result in pro forma directors’
monthly retainer fees of $156,000, which expense level is lower than the
expense level of approximately $173,000 recommended by Mr. Henkes.

d. The monthly retainer authorized by Delta’s Nominating and Compensation
Committee in March 2004 represents a known and measurable change that has
occurred outside of the test year used for ratemaking purposes in this case






Attorney General’s Response to
Commission Order of July 16, 2004
Delta Natural Gas Company

Case No. 2004-00067
Witness Responding:
Robert J. Henkes
3. Refer to the Henkes Testimony, page 23.

Response:

a. On page 27 there is a discussion of the American Gas Association (“AGA”)

dues. Explain how Mr. Henkes determined that the AGA advertising
activities are institutional and promotional in nature. Include copies of any
descriptions of expense activity categories.

b. In discussing several of his proposed adjustments, Mr. Henkes cites that the

expense does not provide a material benefit to ratepayers. Provide Mr.
Henkes’ definition of the term “material benefit.”

Based on his experience in other gas rate cases, it is Mr. Henkes’
understanding that AGA advertising involves nationwide advertising of which
the primary purposes are (1) to enhance the image for the gas industry; (2)
promote the use of natural gas over other resources; and (3) promote gas-fired
equipment and applicances. Mr. Henkes was not able to locate copies of
descriptions of expense activity categories.

“Material benefit” could be defined as a meaningful and substantial benefit
accruing to the ratepayer.

In this regard, Mr. Henkes considers any expense associated with activities
that have nothing to do with the provision of safe, adequate and reliable gas
service or are otherwise inappropriate for inclusion in rates as “not producing
a material benefit to the ratepayers.” This is consistent with 807 KAR 5:016,
Section 4, which states with regard to disallowed advertising:

Advertising Disallowed. (1) Advertising expenditures for political,
promotional, and institutional advertising by electric or gas utilities shall
not be considered as producing a material benefit to the ratepayers and, as
such, those expenditures are expressly disallowed for rate-making
purposes.






Attorney General’s Response to
Commission Order of July 16, 2004
Delta Natural Gas Company
Case No. 2004-00067

Witness Responding:
Michael J. Majoros Jr.

4, Refer to the Direct Testimony of Michael J. Majoros, Jr. (“Majoros Testimony”),

page 21 of 23.

a. In preparing his Geometric Mean Turnover analysis for Account No. 376 —

Distribution Mains, was the type of material used for the main (plastic, steel,

cast iron) considered?

b. Would it be reasonable to consider the type of material used for the main

when determining the service life?

Response:

a.

Mr. Majoros used the data provided by the Company in response to PSC
2-17 in the preparation of his GMT analyses. This data did not
differentiate between types of materials used. As such, Mr. Majoros did
not consider type of material in his analysis of mains. Furthermore, Delta

did not make this distinction in their calculations of depreciation rates.

It might be reasonable to consider the type of material used for the main in
determining service Several companies do that in their depreciation
studies. However, it should be remembered that what is studied in
statistical life studies is the dollars invested in a functional account. Thus,

if all dollars invested in mains, regardless of the technology, are studied, it

Case No. 2004-00067



Attorney General’s Response to
Commission Order of July 16, 2004
Delta Natural Gas Company
Case No. 2004-00067

Witness Responding:
Michael J. Majoros Jr.

is not clear that the technology matters. Mains serve a function. Mr.
Majoros is not certain that the disaggregation contemplated in the

question really adds to the value of the resuilt.

Case No. 2004-00067






Attorney General’s Response to
Commission Order of July 16, 2004
Delta Natural Gas Company
Case No. 2004-00067

Witness Responding:
Michael J. Majoros Jr.

5.

Refer to the Majoros Testimony, page 22 of 23 and Exhibit MJM-2, pages 1 and

20f7.

a. Explain why Mr. Majoros did not mention the positive net salvage shown on
Exhibit MJM-2 for Account Nos. 383, 391, and 397 in his testimony on page
22.

b. Explain in detail why Mr. Majoros believes it is necessary to separate the net
salvage component from Delta’s depreciation rates.

c. Provide a version of Exhibit MUM-2, pages 1 and 2 of 7, that modifies the
“Snavely King Recommended” columns to reflect the inclusion of the net
salvage component in the determination of the overall depreciation rate for

each plant account.

Response:

a.

Mr. Majoros did not mention those accounts because even though Mr. Seelye
proposed positive ratios, they do not reflect the overall positive net salvage that
Delta has experienced. Delta experiences overall positive net salvage as a result
of transportation equipment, which Mr. Seelye goes on to subtract from

depreciation expense.

Case No. 2004-00067



Attorney General’s Response to
Commission Order of July 16, 2004
Delta Natural Gas Company
Case No. 2004-00067

Witness Responding:
Michael J. Majoros Jr.

b. See Mr. Majoros’ testimony at page 22 lines 15-18. ltis not necessary to
separate the net salvage component from depreciation rates. Itis, however,
necessary to separate the net salvage component within the depreciation rate

and accrual.

C. Attached

Case No. 2004-00067
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Attorney General’s Response to
Commission Order of July 16, 2004
Delta Natural Gas Company
Case No. 2004-00067

Witness Responding:
David H. Brown Kinloch

6. Refer to the Direct Testimony of David H. Brown Kinloch, page 18.

a. Mr. Brown Kinloch states that he is unaware of money for research,
funded by other utilities, which is collected from customers through a separate tariff rider
on a bill. Is Mr. Brown Kinloch unaware of the stipulations the Attorney General entered
into with Columbia Gas of Kentucky, Inc. (“Columbia”) and Atmos Energy Corporation
(“Atmos”) in those companies’ most recent rate cases which allow them to collect

money for research through riders on their customers’ bills?

Response:

Mr. Brown Kinloch was aware that the Attorney General had entered into
stipulations with Columbia Gas and Atmos Energy that allowed for the collection of
money from ratepayers for research. He was unaware that this money was being
collected through a separate rider.



b. Columbia’s tariff applies its research rider to all rate schedules. In
light of this, does Mr. Brown Kinloch still contend that Delta must include the research
expense in its base rates in order to apply the charge to customers other than sales

customers? Explain the response.

Response:
If collection of this research fee is allowed by the Commission, Mr. Brown Kinloch

believes that it is important it should be collected from all customers whether that is
done through base rates or by modifying the Delta proposal to apply to all customers.

C. Mr. Brown Kinloch suggests that money for research should be
collected through base rates. Columbia’s and Atmos’s tariffs allow them to terminate
their riders by filing a notice of recision with the Commission. Given that the only way to
remove an expense item from base rates is through a general rate case, is Mr. Brown
Kinloch still of the opinion that it would be beneficial to include this charge in base

rates? Explain the response.

Response:

Mr. Brown Kinloch is opposed to single issue ratemaking. Carving customer
rates into a number of individual riders allows utilities to raise a part of customer rates,
without accounting for other costs in customer rates that may have decreased. Keeping
all customer costs in a single base rate allows for some costs to increase and others to
decrease and thus avoid the need to change customer rates. Placing research
expenses in a separate rider may allow the Commission to terminate the expense
outside a rate case, but it also allows Delta to apply to raise this fee separately, without
the examination of other Delta expenses that may have decreased.






Attorney General’s Response to
Commission Order of July 16, 2004
Delta Natural Gas Company
Case No. 2004-00067

Witness Responding:
Charles King

7. Refer to the Direct Testimony of Charles W. King (“King Testimony”), page 7 and
Exhibit CWK-1. Mr. King used an average of his estimated 2004 and 2005
dividends in his discounted cash flow analysis. Explain why it is appropriate to
use an average dividend for these two years rather than the 2005 estimated
dividend.

Response:
The intention is to reflect the dividend during the next period. Since | am preparing this
testimony in the summer of 2004, the appropriate next period is the last half of 2004 and

the first half of 2005. The average of 2004 and 2005 dividends captures this period.
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8. Refer to the King Testimony, page 9. Mr. King excludes two companies
from his comparison group because Value Line rates them below a “B” for
financial strength. Explain why Mr. King chose to exclude companies with
a financial strength rating below “B.”

Response

As explained in the testimony, we do not want to examine companies that are
financially weak. To dp so would overstate the required rate of return because
these companies experience risks not borne by a financially healthy utility such

as Delta.
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9. Refer to the King Testimony, page 19. Mr. King uses the rate on a
Treasury security with a maturity of one year as the risk-free rate in his
CAPM analysis. Provide any articles from financial literature, textbook
chapters, or other authoritative sources that support using a security with
a maturity of one year in the CAPM model.

Response

I have not conducted a literature search on the issue of risk-free rates for the
CAPM analysis. However, | am confident that no one recommends a one-year
Treasury bond as the risk free rate. | do so only because one year appears to
be the investment horizon of the average purchaser of stock on the New York
Stock Exchange. The risk-free rate to such an investor would be the one

Treasury bond yield.
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